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I. INTRODUCTION 

Plaintiff and appellallt Pacific Telesis Group, Inc., challenges a trial court 

judgment that Pacific Telesis failed to meet its burden of proof that it was entitled to a tax 

rcii~nd fi-om clefendant and respondent Franchise Tax Board. Pacific Telesis also 

contends the trial court erroneously denied its claim for refunds on the basis of various 

aftirmative defenses asserted by the Franchise Tax Board. We conclude Pacific Telesis 

failed to meet its burden of proof and hence affirm the judgment. We do not, therefore, 

consider its arguments regarding the affirmative defenses asserted by the Franchise Tax 

Board. 

11. FACTUAL AND PROCEDURAL BACKGROUND 

The following factual summary is based largely on stipulated facts agreed to by 

the parties and adopted by the trial court in its statement of decision. 

Until  1984, American Telephone & Telegraph Company (AT&T) owned and 

controlled the country's telephone system. Pacific Telephone and Telegraph Company 



(Pacific Bell) was AT&T's operating company in California. i\nother member of the 

AT&T group, Western Electric Company, manufactured telecommunications equipment. 

\Vestern Electric sold this equipnient to tlie AT&T operating companies, including 

Pacific Bell.' 

The tax due on Western Electric's earnings fr&i the saie of this equipment to 

Pacific Bell during the years bet~veen 1967 and 1983 is the subject of this dispute. The 

tax refiinds being sought. honrever. involve the years 1987 through 1990. 

In 1967. the standard federal method for taxing earnings from intercompany 

!r:rnsactions, like tlie ones bet\f.een \Vesten1 Electric anci !'aoi!ic Bell, was set out in 

section 1502 of the Internal R e ~ ~ e n u e  Code. Under federai Tl.e3s;iiry Regulations, the 

seller, Western Electric. was required to recognize the g2in iising the "deferral method." 

(TI-cas. Regs. $ I .  I 502- 13.) Under this method. Western i:!cc~i-ic \voilld have reported to 

tlie Internal Re~.enue Ser\.ice its gain as tgsable income o\.cr illc :;cars that Pacific Bell 
. .. 

;\as expected to use thc equipment. I /hill.) In rurn. k c :  1 1 i  :!i:i .! ould depreciate the 

cqilipnient on tlie basis of the ~lmoiiiit that i t  paid to \\:estc'rn E!cc!ric. (Treas. Regs. 5 I- 

1507-13(a).) Pacific Bell \\.as entitled to claim depreciat~o~; ~,nci: !$ear based on this tax 

lmsis. (Treas. Regs. $ 1 - 1502- 13(d)( 1 ) . )  Under fedcl-al I:!\ in:. in the event that either 

\llcstcrn Electric or I'acific Bell ceased to be a member 01'1iie .IT&T group, the 

I-ernailling deferred gain ivas to he taicii into ;lccoi~ni b >  ::'~::.1;:.:1 Electric immediately 

belhre this breakup. (Trcas. Kegs. 1-1502-13(1)(1)(iii).) 

., 
1 Until their breakup. AT&T and its subsidial-ies ;\ c!-e .i -'i.lnltary business group. 

A "unitary business" is a "Hlnctionally integrated entciprisc.  :ilc components of which 
are characterized by substantial mutual interdependence and :I ilu\v of value anlong the 
companies that comprise the business. Each member 01'2 ~~nital-y business is dependent 
011 or contributes to the operation of the entire business enterprise of the group. 
(C'o/rtai~ze~- Cor-p. 1'. Fm~lclii.se Tcls Brl. ( 1983) 463 U.S. 159. i 7s- 179.) A unitary 
business's profitability, on which its tax liability is based. ;:omcs from its operation as a 
unit, rather than from gains made by each individual en~i ty .  Yo single company is 
responsible for the income of tlie unitary business. ( I l l .  at p. ! S 1 . )  



Ultimately, however, neither Pacific Bell nor Western Electric reported and paid 

tax on the income from Western Electric sales in the manner anticipated by then-existing 

Treasury Regulations. Instead, apparently in order to benefit Pacific Bell's ratepayers, 

Pacific Bell and Western Electric entered into an agreement (the "1967 Closing 

Agreement") with the Internal Revenue Service to shfft the reporting and payment of this 

tax liability. 

The terms of the agreement were as follows: Western Electric did not report or 

pa>. tax to the Internal Revenue Service on its deferred gain from the equipment sales. 

Rather, Pacific Bell "reported" the gain by reducing the depreciation deductions it would 

othern ise have claimed on this equipment. Because it reduced its depreciation 

deductions, Pacific Bell had greater taxable income and thus paid greater taxes, which 

offset the taxes Western Electric would otherwise have paid.* Under the 1967 Closing 

Agreement, if Pacific Bell separated from AT&T, Pacific Bell agreed to report any 

I-e~na~ning delerred gain from the Western Electric equipment sales. 

111 1984, AT&T was required to divest itself of its subsidiaries. Pacific Bell 

became a subsidiary of Pacific Telesis Group and Western Electric remained a subsidiary 

o I' .A T&T. In 1985, Pacific Bell entered into a second agreement with the Internal 

lie\ cnue Service, which revised the manner in which Pacific Bell was to report the gains 

li-on1 \Vcstern Electric equipment sales. Under this agreement, Pacific Bell committed to 

reporting the remaining deferred gain over a ten-year period, from 1984 to 1993, by 

rcciuc~ng the amount of depreciation deductions it claimed. Pacific Bell also agreed that, 

by 1993. it would report all remaining deferred gains. 

No statute or administrative regulation specified how the gain from the Western 

Electslc equipment sales should be reported for California tax purposes. Between 1967 

and 1983, Pacific Bell and Western Electric reported the income from the Western 

Electric equipment sales to the Franchise Tax Board in the same way they had reported 

this Income in their federal tax returns. Similarly, after the breakup of AT&T, Pacific 

Wes te rn  Electric reimbursed Pacific Bell for this increased tax liability. 



Telesis tiled state tax returns. between 1984 and 1993. which treated the Western Electric 

equipment sales the same n.ay they had been treated under the federal agreement. There 

was. ho\ve\.er, no written agreement - between the Franchise Tax Board and Pacific Telesis 

or Western Electric authorizing this practice, although there !\.ere extensive negotiations 
7 

looking toward such an asreenlent. 

The statute of liniitations for challenging tax returns filed in 1983, including the 

return filed by Pacific Bell for that year, ran on June 30. 1995. Less than six months 

later. Pacific Telesis, for the first time. sought to take the tidl ilepreciation deductions for 

rhe years between 1987-1990 rathel- than the reduced deciucrio~~s i t  agreed to take under 

its 1985 agreement with the Internal Re~lenue Senrice. On December 15, 1995, Pacific 

'Telcsis filed amended tax retulns in hich it sought tax I-eti111ds on the ground that i t  was 

not required to take the red~~ced  deductions, and, therei-orc. i1:id o\.erpaid its tax liability 

13v S9.960,422. The Franci~isc Tax Bo~ird denied the req~rc~ t i .~ :  I-efunds and, in 2002, 

i'acific Telesis filed suit 1'01. the rcclucstecl rcf~lnds f'or the :, i:,:!-$ 1'987-1990. 

After a court trial. on Septenibcr 9. 2003. the coui-r L:nrcrcd judgment denying 

l'ac~ iic Telesis's r e f ~ ~ n d  cl3iln; this tin~cly appeal Sollo\\ cii. 

111. DISCUSSTOS 

A. Stalzd~~rcl oJ' Revi~~~cr trirrl Brrrtlcn c? f ' Proof 

The parties subniittcd this mattcl- lo the trial cour: ;.;:.gii: o n  stipulated facts. The!: 

do not dispute that the applicable standard of'~-c~,ienr in t l i i h  111;\ttcr is de novo. We agree. 

.As onc coilrt succinctly p~lts it ,  "It is 11-ell cstablislicd thar Lilt :ipplication of a taxing 

statute to stipulated facts is a c.uestion of la\v to be deternii!ieci 114 the appeIlate court." 

( ( ; t .u l '  1'. I ; ' I - L I I I C / ~ ~ . Y ~  Tax Bo'irtl ( 199 I 235 Cal.lZpp.3ci ' 0 .  40. \ 

"In a suit ior tax refilnd. the taxpayer has the 1~~1rclci; L ) ! '  131-oof: he must 

affirmatively establish the right to a refund of the taxes 114, :i preponderance of the 

e\!idence." (Gray 11.  FI-arlcllise Tirr Botc~.ti, sLlyl-n. 235 C'~l..-ipp.3d at p. 40.) Further. 

"[tlhe taxpaver must not onlv prove that the tax assessmc!1r is incorrect, but also he must 

produce evidence to establish the proper anlount of the rns. LC'i~ations.1" (Honeywell, 

IHC. 1'. State Bd. o,f'Eq~/uli:irtir,~~ (1982) 125 Cal.App.3d -''I. -43.) 



B. Riglit to u Reflrrtd Urlder Applicable California Taxing Statutes 

Pacific Telesis argues that it should not have reported and paid tax on the deferred 

gain oil the Western Electric Equipment Sales in its 1987-1990 tax returns. In fact. 

Pacific Telesis argues, these defened gains should have been reported, and the entire tax 

on these gains paid. in 1983 in AT&T7s combined retort, when Pacific Bell left the 

AT&T group. Pacific Telesis argues that it therefore had no obligation, after the breakup 

of the ATSLT group, to report or pay tax on the deferred gains on the Western Electric 

eqi~ipn~ent sales and is entitled to a refund of the taxes it paid under its earlier returns 

filed &.it11 the Franchise Tax Board. We disagree. 

I11 advancing this contention, Pacific Telesis cannot point to any applicable 

California statute or regulation that required AT&T to report the Western Electric 

equipment sales in its 1983 combined report. Instead, Pacific Teiesis's argument that 

A'TStT. rather than Pacific Telesis, should have reported the income from these sales rests 

o n  I~r~~~lc l i i sc  Tax Board publication and on a federal tax regulation. Neither of these 

ustablishes that AT&T was bound to report the Western Electric equipment sales gains in 

its 1983 California combined tax return or that Pacific Telesis erred when it reported the 

I-emailling def'ci-red gain on these sales after AT&T's breakup. 

FTB Publication 1061. on which Pacific Telesis relies, is entitled "Instructions for 

C'vrporations Filing a Combined Report." It states that ' ' [ ~ I h e n  either the seller ur 

purchaser is eliminated horn the combined group, or the group for any reason terminates 

combined reporting, the gain or loss is reportable by the seller at a time in~n~ediately 

preceding thc date cither co~poration ceased to be a member of the group." 

The partius discuss at length whether, under the instructions set out in this 

lx~blication. Pacific Telesis is correct in asserting that Western Electric Con~pany, as the 

seller of  the equipment. properly would have borne the entire tax burden of the 

equipment sales. We need not answer this question because FTB Publication 1061 is 

simply not an enforceable taxing statute and in no way dictates the appropriate method 

for reporting the gains from the Western Electric equipment sales. This publication is not 

n statute or an adniinistrati\.e regulation. Rather, it is an instruction booklet. generally 



available to the public. It is a general principle of tax law that instruction booklets such 

as this one "are simply guidelines for taxpayers and do not bind [the government] in 

subseq~~ent  litig-ation." (CFVT Far-11~s. Irzc. v. Conznzi.rsionev of'I/aterrzal Revenue ( I  1 th 

Cir. 1985) 755 F.Zd 790, 503; 24dlei. 11 .  Co~~z~~zissior~el- of'I~~tt.i-tznl Re~lenzle (9th Cir. 1964) 

330 F.2d 9 1, 93: Jotie.~ 1 -  State of Geoi-gin ~ e ~ a ~ - m , e &  oj'Rei~i.tr~,e (Bankr. N.D.Ga. 

1993) 158 B.R. 535, 538.) This instruction booklet, therefore. does not establish that 

Pacific Telesis's 1987-1990 reporting of the Western Electric equipment sales was in 

error. 

Pacific Telesis also cites federal Treasury Regiil~ition scction 1.1502-13(f)(l)(iii) 

in siipport of its argunient that the remaining gains on the '~Vustern Electric equipment 

sales should 11al.e been reported in 1983 by AT&T. This feueral Treasury Regulation 

does not bind either the Franchise Tas Board or Pacific Telesis. Certainly, we may look 

to the federal taxing statutes and regulations as "rele\.unt 11isto1-!; for aid in construing our 

itatc taxing statutes" (E.SILIIC' c?/'Giolilti ( IC172) 26 C;il..?pp._:ci -:27. 336), but we are not 

I-ecliiired to do so. It is only "[iln instances where f.ecie1-nl !;I\\ ~ i n d  California law are the 

same [that] rulings and regulations dealing with the IRC' arc pcrsilasive authority in 

intel-preting the California statute." ( . J . H .  Lllc-~Kiligllr l i ~ l i l ( ' / i .  ; / I ( . .  I ) .  FI-anchise T0.u Bd. 

3003) 1 10 Cal.App.4th 978, 984, fn. I . )  Here, of coursc. !i'~ic~-;li and California law on ( -  - 

this subject are not the same becausc. in 1983, 110 C'alili)s~:~a - L S L ~ I L C  or regulation 

prescribed any specilic n~etliod for r-epol-ting t l~c  gain li-oln rntc1-company transactions 

occurring within a unitary group. Nor \\.as tlierc any  st;ltutc 01- scyul~ltion that prescribed 

how these gains should be reported upon the termination oi'the unitary group. 

In the absence of any California statute or regulation it11 this subject, Pacific 

Tclesis and the Franchise 'Tax Board agreed on a method ii!s !.c!,orting and taxing the 

Western Electric equipment sales that was acceptable to all conce~-ned. Under this 

method, the Franchise Tax Board permitted Pacific Bell. ,lnd l'acilic Telesis after it, to 



report the income from the Western Electric equipment sales in a manner consistent with 

the agreement reached between these companies and the federal govemrnent.3 

Pacific Telesis has not shown that this arrangement violated any California statute 

or regulation. Although the parties do not discuss the source of the Franchise Tax 
f 

Board's authority to permit such an arrangement, it would seem to lie in the Board's 

considerable discretion to enforce California's franchise tax requirements. (Rev. & Tax. 

Code, 5 19503, subd. (a).) As one court has explained, the Board's power to prescribe 

necessary rules and regulations, involves "concepts that are flexible and relative, deriving 

substance from context and application. A rule deemed 'necessary' for achieving a 

particular result may work in one setting but not in another. A regulation that is 

considered 'reasonable' for one subject can lose this status if transferred to a different 

area. The differentiation between 'necessary' and 'unnecessary,' between 'reasonable' 

and 'unreasonable,' requires the exercise of discretion." (Sklar v. Franchise Tax Board 

( 1986) 1 85 Ca1..4pp.3d 6 16, 623 .) Generally, the Board's discretionary determinations 

can only be challenged if they are unreasonable or arbitrary. (Chase Brass & Copper Co. 

1, fi.~rtzc~/zis~' Ta.y. Ed. ( 1  977) 70 Cal.App.3d 457, 468.) Pacific Telesis has not 

3 At oral argument, Pacific Telesis's counsel asserted that it is seeking this tax 
refund because it made a "mistake" in its reporting of the gains from the Western Electric 
equipment sales in returns it filed between 1987 and 1990. This argument is 
disingenuous at best. At the same time it was filing these "mistaken" returns, Pacific 
Telesis was negotiating a closing agreement with the Franchise Tax board, similar to the 
agreement it had reached with the Internal Revenue Service, which would memorialize 
and effectuate precisely this arrangement. Although the Franchise Tax Board and Pacific 
Telesis ultin~ately failed to enter into such an agreement, there is absolutely no indication 
that this occurred because Pacific Telesis believed this reporting method, which was 
similar to its arrangement with the federal government, was a "mistake." 

We note, too, that, although such an agreement would have been desirable and 
would have prevented this litigation, such an agreement was not mandated. In contrast, 
as the Board points out, a closing agreement with the Internal Revenue Service was 
necessary because unlike California law, federal regulations (Treas. Regs. 9 1.1502- 13) 
required a specific method for reporting gain from intercompany transactions. Because 
Pacific Telesis wished to depart from this method, a closing agreement was required. 



established that there was anything unreasonable or arbitrary about the Board permitting 

it to file tax returns in a manner consistent with the returns Pacific Telesis was already 

filing Lvith the federal government. In sum, Pacific Telesis has not met its burden of 

proof that this method of reporting was contrary to existing Cajifornia law and, therefore, 
f 

Pacific Telesis is not entitled to a refund. 

C. Equity arzd Good Corzscierzce 

There is yet a second reason supporting affirn~ance of the trial court's judgment. 

A tax refund claim is essentially a claim in restitution and is go\~cnled by equitable 

principles. Among these is the general rule that. before a refilnd n.ill be ordered, the 

taxpayer must show that "more has been exacted than in equity and good conscience 

should have been paid." (Spr'irzt Cor)lr~lut~icatiorzs Co. 1:. Stntc Bd. c?f-Equalization ( 1995) 

40 Cal.App.4th 1254, 1259: Pclc[fic- Ft-lrir Ekpi-es.s C'o. \>. :tIcC'o(qnrz ( 1944) 67 

C~11.App.2d 93. 96: see also Rest.3d Tiestitution & Unjilst EIII-icliment (T.D. No. 1, 2001) 

$ 19. corn. (d) ["inherent equitable appeal of a claim in  scstiriitrot~ ro secover improper tax 

payments is widely acknowledged."]. )J 

We have little difficulty in concludi~~g that Pacific Teicsis has utterly failed to 

s h o ~ ~ .  that it paid more taxes than should have been paid. in "l.xli[it~' and good 

conscience." For 27 years, Pacific Bell accounted in Caliti)rnia ibr the gains on Western 

Electric equipment sales under agreements i t  reachcd \\.it11 !hc rltlcral sovemn~ent,  

agreements which were entered into in order to benefit Pacific I3cll ratepayers. When it 

was too late for the Franchise Tax Board to seek payment fi-om any other member of the 

J The consideration of what a party is required to do "in cclu~ty and good 
conscience," occurs in many contests. For example. our Si~preme Court recently and at 
length discussed the concept as it applies to "equitable adopt~on" which, "'requires some 
form of agreement to adopt, coupled with subsequent ob jec t~ i~e  conduct indicating mutual 
recogi~ition of an adoptive parent and child relationship to such an extent that in equity 
and good conscience an adoption should be deemed to have taken place."' (Estate oj' 
Ford (2004) 32 Cal.4th 160, 168.) The court noted that this concept. "even in California, 
rested less on ordinary rules of contract law than on cons~derations of fairness and 
intent . . . ." ( ld  at p. 169.) 



former AT&T entity for taxes owed on these equipment sales, Pacific Telesis argued for 

thefirst time that the gains from the Western Electric equipment sales should have been 

reported in their entirety in 1983 and it had no obligation to pay the tax it had earlier 

agreed to pay. 

In a similar case, John Deere Company v. ~ r a g c h i s e  Tax Board (1965) 237 

Cal.App.2d 663 (John Deeve), the court of appeal considered a tax refund request by 

subsidiaries of the John Deere Company, who were part of a unitary business. (Id. at p. 

664.) The Franchise Tax Board computed taxes owed by the unitary business over a 13- 

year time period. As it did so, the Board engaged in extended communications with the 

parent corporation. At the end of this process, the Board issued notices of assessments 

stating that assessments would be levied against one of two California subsidiaries, 

unless the parent company preferred a different allocation. The parent company did not 

request a different allocation. Several years later, the subsidiary against which the tax 

had been assessed objected for the first time to this allocation. In the meantime, the 

statute of limitations for seeking a different assessment had run. (Id. at pp. 664-665.) 

The trial court concluded that the parent company as well as the California 

subsidiaries had "all consented to the assessment of taxes . . .; that none of them objected, 

either orally or in writing, to that method of assessment until after separate assessments to 

[another subsidiary] for the share attributable to it were barred by the statue; and that 

defendant board reasonably relied, to its detriment, upon this failure to object." (John 

Decre, strpra, 237 Cal.App.2d at p. 665.) The court of appeal agreed. In so doing it 

noted that there was "no dispute that the amount assessed to [one of the two California 

subsidiaries] is properly due from the California operation of the Deere unitary group. 

We do not apply a rule of formal estoppel. We do point out that a taxpayer seeking a 

refund may recover only if it be shown that more taxes have been exacted than in equity 

and good conscience should have been paid." (Id. at pp. 665-666.) 

Here, too, Pacific Telesis consented to the assessment of taxes it now challenges. 

In fact, this manner of assessment was agreed upon in order to benefit Pacific Bell 

ratepayers. There is no dispute that the State of California is entitled to collect taxes on 



the gain from the Western Electric equipment sales and that, at no time before the statute 

of limitations had run on reassessing the amounts due, did Pacific Telesis dispute the 

method of reporting this gain. In light of these facts, Pacific Telesis has failed to show 

that more taxes were exacted than in equity and good conscience should have been paid. 

Pacific Telesis attempts to distinguish John &ere on the ground that the taxpayer 

in Johrz Deeve had an affirn1atk.e obligation to respond to the Board's assessment and 

that its failure to meet this obligation was the basis of the court's ruling. This argument is 

not persuasive. The administrative process in John Deer-e did not place an "affirmative 

obligation" on the taxpayer to respond that differs materially from the obligation on 

Pacific Telesis to inform the Board that the method of taxatlon ~t had originally utilized 

was no longer acceptable to i t .  

Pacific Telesis also argues that the trial c o u ~ t  could not take into consideration the 

amount of tax owed in 1983. because the Board was bal-red fi-om seeking any further 

assessments for this year. Paciiic Telesis suggests that the onl! \Lay the trial court could 

consider the 1983 tax year nras through the affirmative defense of equitable recoupment. 

Pacific Telesis further asserts that the Board did not plead the ~ffirmative defense of 

equitable recoupment and the elements of this defense ha\ e not been met and, therefore, 

the court could not take into account the 1983 tax year. LVe clisagree. 

The question before the trial court was whether the ta.\p:ljrer paid more than "in 

equity and good conscience" i t  should have. In considering this question, the doctrine of 

equitable recoupment is il-relevant.5 Whatever the merlts ol'th~s defense, the trial court's 

decision turned on whether Pacific Telesis had met its burdcn of proof, not whether the 

Franchise Tax Board established the defense of equitable I-ccouprnent. In determining 

5 The doctrine of equitable recoupment is an affirmati~ e defense that provides that 
a taxing agency may set off the amount of tax underpayment in one year, even if barred 
from collecting that underpayment by the statute of limitations. against a tax refund 
request. In order to establish entitlement to this defense. the tasing agency must show 
that a single transaction or taxable event has been taxed tn.ice to the same taxpayer on 
inconsistent legal theories. (Rorlzensies v. Electric Stot-aye Barrel?) Co. ( 1  946) 329 U.S. 
296.) 



whether Pacific Telesis had met its burden of showing it paid more in equity and good 

conscience than it should have, the court properly considered Pacific Bell's total tax 

liability for the Western Electric equipment sales, including liability in years in which the 

statute of limitations for assessing taxes had passed (including 1983). 

In so doing, the court did not apply the affirmgive defense of equitable 

recoupment. It applied equity. As the trial court appropriately phrased it: "In order to 

determine whether a taxpayer is entitled to take a deduction in a particular year, or is 

entitled to have the subject of the deduction treated in another manner for tax purposes, 

the genesis and history of the deduction logically must be examined. And, under 

principles of equity, the law is not like a horse with blinders viewing only the spot 

directly in front of its nose; rather, equity requires an examination of the entirety of the 

circumstances to ensure a result that satisfies the intent of legal mandate as well as 

fairness. It is Pacific Telesis that puts tax year 1983 at issue with its assertion that the 

remaining taxes on the [Western Electric] gain should have been paid in that year. 

Therefore, it is both logically and equitably appropriate to examine what Pacific Bell's 

tax liability would have been for tax year 1983 if the remaining gain had been accounted 

for in that tax year." The trial court did not err in concluding that Pacific Telesis was not 

entitled to a refund.6 

6 In light of our conclusion, we do not consider whether the trial court erred in 
holding that Pacific Telesis was not entitled to a refund under four affirmative defenses 
asserted by the Franchise Tax Board. 



IV. DISPOSITION 

The judgment is affirmed. 

Haerle. J. 

We concur: 

Kline, P.J. 

Ruvolo, J. 


